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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended 
to help you identify the significant business risks that may result 
in the material misstatements of your manufacturing client’s fi­
nancial statements with an overview of recent economic, indus­
try, technical, regulatory, and professional developments that may 
affect the audits and other engagements you perform.
This publication is an Other Auditing Publication as defined in 
AU section 150, Generally Accepted Auditing Standards (AICPA, 
Professional Standards, vol. 1). Other Auditing Publications have 
no authoritative status; however, they may help the auditor un­
derstand and apply Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an Other 
Auditing Publication, he or she should be satisfied that, in his or 
her judgment, it is both appropriate and relevant to the circum­
stances of his or her audit. The auditing guidance in this docu­
ment has been reviewed by the AICPA Audit and Attest 
Standards staff and published by the AICPA and is presumed to 
be appropriate. This document has not been approved, disap­
proved, or otherwise acted on by a senior technical committee of 
the AICPA.
Written by 
Renee Rampulla, CPA
Technical Manager 
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Manufacturing Industry 
Developments— 2005/06
How This Alert Helps You
This Audit Risk Alert is intended to help you plan and perform 
audits and other engagements of your manufacturing clients. 
The knowledge delivered by this Alert can assist you in achiev­
ing a more robust understanding of the business and economic 
environment in which your clients operate, an understanding 
that is more clearly linked to the assessment of the risk of mate­
rial misstatement of the financial statements. Also, this Alert de­
livers information about emerging practice issues and current 
accounting, auditing, and regulatory developments.
If you understand what is happening in the manufacturing in­
dustry, and if  you can interpret and add value to that informa­
tion, you will be able to offer valuable service and advice to your 
clients. This Alert assists you in making considerable strides in 
gaining and understanding that industry knowledge.
This Alert is intended to be used in conjunction with the AICPA 
Audit Risk Alert—2005106 (product no. 022335kk). You 
should refer to the full text of accounting and auditing pro­
nouncements as well as the full text of any rules or publications 
that are discussed in this Alert.
This Alert is intended to assist auditors of both public and non­
public companies. As such, references to AICPA professional stan­
dards, i.e., generally accepted auditing standards (GAAS) and 
Public Company Accounting Oversight Board (PCAOB) profes­
sional standards are included. In referring to AICPA professional 
standards, this Alert cites the applicable sections of the AICPA 
Professional Standards publications. In referring to PCAOB stan­
dards, this Alert cites the applicable sections of the AICPAs publi­
cation entitled PCAOB Standards and Related Rules. In those cases 
in which the standards of the AICPA and those of the PCAOB are
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the same, this Alert cites the applicable section of the AICPA Pro­
fessional Standards publication only. When referring to the profes­
sional standards, this Alert cites the applicable sections of the 
codification and not the numbered statements, as appropriate. For 
example, Statement on Auditing Standards (SAS) No. 54 is re­
ferred to as AU section 317 of the AICPA Professional Standards.
Economic and Industry Developments
AU section 311, Planning and Supervision (AICPA, Professional 
Standards, vol. 1), among other matters, provides guidance for 
auditors regarding the specific procedures that should be consid­
ered in planning an audit in accordance with GAAS. AU sec. 311 
states that the auditor should obtain knowledge of matters that 
relate to the nature of the entity’s business, organization, and op­
erating characteristics, and consider matters affecting the indus­
try in which the entity operates, including, among other matters, 
economic conditions as they relate to the specific audit.
Current Manufacturing Economic and 
Industry Developments
The U.S. Manufacturing Environment
The overall economy, including the manufacturing sector, has 
been growing, and economists predict consistent steady growth 
in the near future. Higher oil prices have been accompanied by 
low interest rates, reducing their potential economic impact. De­
spite rising energy costs, supply-chain interruptions, workforce 
reductions, global competition, and natural disasters, U.S. manu­
facturers have prevailed. For 30 consecutive months, the U.S. 
manufacturing sector has continued to deliver strong results ac­
cording to the Institute for Supply Management’s (ISM) Report 
as of November 2005. Significant strength in manufacturing ac­
tivity has driven up new orders and production indexes. Al­
though manufacturing jobs have declined, according to the 
Department of Labor (DOL), the unemployment rate of 5 per­
cent as of November 2005 has remained unchanged.
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U.S. manufacturers have successfully decreased payroll as they in­
creased output, but prudence must continue. Intense pressure to 
compete continues in an ever-changing global environment. 
Complying with changing domestic and global regulations has 
become challenging. Resilience is still needed when preparing for 
the worst as shown by the unforeseen national disasters experi­
enced this year. Manufacturers with the foresight to create and 
design operational initiatives to mitigate damages caused by ad­
verse events had the ability to resume operations with minimal 
disruption. Others are learning how to recover from disaster.
Recovering From Disaster
This year’s natural disasters have left an indelible mark on lives, 
businesses, and an entire nation. Although the severely damaged 
Gulf Coast region caused by Hurricanes Katrina and Rita may 
have short-term economic effects on the nation’s shipping infra­
structure and energy supply, a significant long-term effect on 
overall economic performance is not expected.
W ith the cost of doing business growing every day, few manufac­
turers can afford to experience disruption to their operations. 
Managing risks along the entire supply-chain has become increas­
ingly important. The impact of weather-related supply-chain in­
terruptions; sudden reductions in manufacturing capacity; and 
the loss of key vendors and/or customers may have colossal long­
term effects on manufacturers’ ability to continue doing business.
Beyond the possible afflictions caused by natural disasters to your 
manufacturing clients, you should also be aware of unusual ac­
counting and auditing issues that may arise. The AICPA has is­
sued several Technical Practice Aids (TPAs) to provide you with 
guidance when encountering these unique issues. The Securities 
and Exchange Commission (SEC) has issued guidance for nat­
ural disaster situations affecting manufacturing registrants. Relief 
is also being provided by the Internal Revenue Service (IRS) and 
the Department of Labor (DOE) by way of the extension of filing 
deadlines requirements and tax relief. For further information 
about SEC, IRS, and DOE relief efforts, visit: www.sec.gov, 
www.irs.gov, and www.dol.gov. For a significant discussion on
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this topic and other risk factors to consider when performing 
your engagement, see the “Recovering From Disaster” current 
risk section of this Alert.
In order to help w ith  the re lie f efforts, along w ith  the is­
suance o f audit and accounting assistance, the AICPA has es­
tablished a D isaster Recovery Resource Center. Th is site is 
full o f m any resources and inform ation about relief activities 
related to the devastating hurricanes. To access this site, visit 
www.aicpa.org/news/2005/disaster_recovery_resources.htm. In 
addition, to assist your manufacturing clients in preparing for 
possible future disasters, see the AICPA checklist prepared for 
chief financial officers and controllers. To access this checklist, 
visit http://aicpa.org/pubs/jofa/may97/flood.htm.
Growth Opportunities and Challenges in China
In December 2001, China joined the World Trade Organization 
(WTO) and, in recent years, has become the world’s preferred 
factory. As product quota agreements continue to phase out, 
China’s role in the global manufacturing economy will increase as 
a result of an immense, inexpensive workforce and a desirable 
global location for procuring goods. China’s booming economy 
has also created opportunities for U.S. manufacturers, along with 
the global community, in targeting Chinese consumers. Although 
U.S. manufacturers have experienced growth by conducting busi­
ness in and with China, others have encountered challenges.
For many years, U.S. manufacturers have had successful overseas 
operations. A number of challenges have recently surfaced when 
conducting business in China. Compliance with local regulations 
and laws, and the protection of intellectual property rights (IPR) 
is of vital importance. Manufacturers have found legal difficulties 
in protecting their products that have been counterfeited in 
China. A new program was recently developed to assist small and 
medium manufacturers with this growing concern. The Small and 
Medium Enterprise China IPR Advisory Program was formed by 
the collaboration of the American Bar Association (ABA), the Na­
tional Association of Manufacturers (NAM) and the American 
Chamber of Commerce in Beijing. This public-private partner­
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ship provides smaller manufacturers with consultations on regis­
tering patents, trademarks, and other legal remedies. Although 
this newly formed program cannot prevent the infringement of 
your client’s IPR, some assistance in developing safeguards is avail­
able. For additional information, visit www.export.gov/china.
Using global resources is an integral part of some manufacturers’ 
supply-chain management. If your manufacturing client con­
ducts business in China, see the “Complying with Rules and Reg­
ulation” section of this Alert for a discussion of this topic and 
other risk factors that you may need to consider when performing 
your engagement.
Environmentally Compliant Products
The European Union (EU) has recently set forth new regulations 
for a broad range of products that pave the way towards a safer 
environment. In order to continue being a global vendor, U. S. 
manufacturers need to meet new environmentally friendly prod­
uct standards when selling certain products or components of 
products to the EU.
The Waste Electrical and Electronic Equipment (WEEE) EU di­
rective was effective in August 2005. According to this directive, 
manufacturers are responsible for recycling all components, sub­
components, subassemblies, and consumables for items such as 
telecommunication equipment, tools, toys, sports equipment, 
personal computers, and household appliances. Effective in July 
o f  2006, the Restriction of Hazardous Substances (RoHS) will re­
strict the amount of hazardous material used in products and 
component parts.
Global business means global compliance; U.S. manufacturers 
that do not comply with these new EU directives may encounter 
serious consequences. In addition to fines and penalties, non- 
compliance may affect margins, create excess inventory or obso­
lescence, cause damage to brand names, generate product returns, 
initiate design changes or changes to machinery, etc. Your manu­
facturing client’s noncompliance with EU directives may directly 
affect your engagement. See the “A M anufacturer’s A bility to
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Continue and Inventory” sections of this Alert for a discussion of 
this topic and other risk factors that you may need to consider 
when performing your engagement.
Managing the Manufacturing Merge
W ith growing global competition and the need to meet profit 
margins, some U.S. manufacturers are finding that two small 
manufacturers are not as good as one big one. In a world of sur­
vival of the fittest, traditional ways of growing a business are 
being replaced by acquisitions and leveraging deals. As the econ­
omy continues to expand, more readily accessible capital may be 
available to your manufacturing clients. In addition, the need for 
regulatory compliance, the meeting of EU directives, natural dis­
asters, and rising costs is becoming increasingly challenging for 
smaller manufacturers. If your manufacturing client is consider­
ing or has already participated in a business combination, you 
may need to familiarize yourself with the latest accounting and 
auditing guidance when performing your engagement. See the 
“Manufacturing Trends” section of this Alert for a discussion of 
this topic and other risk factors.
Regulatory and Legislative Issues
Bankruptcy
On April 20, 2005, the Bankruptcy Abuse Prevention and Con­
sumer Protection Act (the Bankruptcy Act) was signed into law. 
The Act was in legislation for approximately eight years, and re­
sulted in more restrictive rules surrounding the discharging of debt. 
Manufacturers conducting business with individual consumers or 
small businesses may begin to experience the impact of the Bank­
ruptcy Act this year. The new law sets forth uniform national re­
porting requirements for small business debtors; amends guidelines 
for the rejection and surrendering of executive compensation con­
tracts and unexpired leases; and limits the extension of time per­
mitted for filing Chapter 11 reorganization plans. Although the 
stiffened bankruptcy rules may result in higher debt collection, 
manufacturers seeking relief under the new law may face additional
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challenges. Auditors may need to understand the effect of the 
changes on their clients and the impact it may have on engage­
ments. For additional information, filing a bankruptcy case, and 
forms, visit www.uscourts.gov/bkforms/bankruptcy_forms.html. 
See the “Complying With Rules and Regulations” section of this 
Alert for a discussion of this topic and other risk factors that may 
need to be considered on your engagement.
Privacy Legislation
Identity theft has been on the rise in recent years. As a deterrent to 
prevent businesses from failing to safeguard consumer information 
by allowing it to fall into the wrong hands, the Fair and Accurate 
Credit Transactions Act of 2003 (FACTA) requires businesses to 
properly dispose of consumer information. The FACTA took ef­
fect in June 2005 with maximum fines of $2,500 (federal) and 
$ 1,000 (state) per violation, not including attorney’s fees. You may 
need to access your client’s compliance with the FACTA. For addi­
tional resources regarding AICPA privacy initiatives, visit 
www.aicpa.org/privacy. See the “Complying with Rules and Regu­
lations,” section of this Alert for a discussion of this topic and other 
risk factors that may need to be considered on your engagement.
American Jobs Creation Act of 2004
Last year’s Alert discussed the American Jobs Creation Act 
(AJCA) signed into law on October 22, 2004. In 2005, some do­
mestic manufacturers are beginning to feel the benefits of the 
AJCA. W ith the elimination of the extraterritorial income exclu­
sion for certain export receipts, the AJCA created a new deduc­
tion for corporate domestic manufacturers that reduces 
maximum income tax rates. It is being phased in over six years 
and, in 2010, the deduction w ill max out at 9 percent of the 
lesser of taxable income for the year or manufacturer’s “qualified 
production activities income.” Qualifying production activity is 
broadly defined, including activities such as construction and ar­
chitectural fees associated with that construction along with tra­
ditional manufacturing activities. In addition, the accelerated 
cost-recovery provisions (under Internal Revenue Code [IRC]
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section 179), originally scheduled to expire by the end of 2005 
has been extended through 2007.
Auditors of domestic manufacturing clients taking advantage 
of the reduced tax liabilities the AJCA has to offer should be 
cognizant of their c lien t’s classifying of the broadly defined 
production activities and the impact the AJCA m ay have on 
the accounting for income taxes. See the “Audit and Account­
ing Issues Arising From Current Risks” section of this Alert for 
a discussion of other factors that may need to be considered on 
your engagement.
U.S. Bureau of Customs and Border Protection
Importing is a critical function for many manufacturers and, in 
2005, the U.S. Court of International Trade imposed millions of 
dollars in penalties on a manufacturer found negligent in ac­
counting for the value of imported goods. In order to determine 
that procedures and recordkeeping systems comply with rules 
and regulations, the U.S. Bureau of Customs and Boarder Protec­
tion (CBP), under the authority of the Department of Homeland 
Security, is responsible for customs inspection, merchandise im­
ports at ports of entry, and enforcement. The CBP reviews and 
audits U.S. imports and importers and if  the CBP identifies non- 
compliance, it may assess additional duties and/or monetary 
penalties; deny import privileges; and create negative publicity. If 
the final price of imported goods will not be known until after 
importation, customs regulations require manufacturers using 
provisional pricing to report an eventual true-up so that the 
proper duty may be assessed. The recently imposed penalties in­
volve noncompliance with this CBP regulation and demonstrate 
the need for commitment to trade compliance. See the “Comply­
ing with Rules and Regulations” and “Inventory” sections of this 
Alert for a discussion of this topic and other risk factors that may 
need to be considered on your engagement.
Free-Trade Agreements and Trade Assistance
Recently, this summer, the House of U.S. Representatives nar­
rowly passed the Dominican Republic-Central American-United
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States Free Trade Agreements (CAFTA). The agreements do not 
take effect until the early part of 2006 reducing the tariffs on the 
exports of U.S producers of wood product, auto parts, processed 
foods, and ferrous metals. It may be too early to access the expec­
tations of these agreements so your manufacturing clients may 
need to consider monitoring global trade agreements with the 
W TO  along with the Free Trade Agreements of the Americas 
(FTAA) in order to assess potential effects.
In addition to the above agreements, assistance is being provided 
to small U.S. manufacturers suffering a decline and loss of jobs as 
a result of foreign competition. By way of consulting expertise and 
grants under the Trade Adjustment Assistance for Firms (TAAF), 
your manufacturing clients may qualify for this assistance.
Audit and Accounting Issues Arising From Current Risks
Recovering From Disaster
U.S. manufacturers will need to properly assess and report the fi­
nancial impact of the recent national disasters on their opera­
tions. The following are some questions that may arise during 
this assessment:
1. How should losses from a natural disaster of a type that is 
reasonably expected to occur be classified in the statement 
of operations?
2. When should an asset impairment loss related to a natural 
disaster be recognized?
3. When should a liab ility  for non-impairment losses and 
costs related to a natural disaster be recognized?
4. W hat is the accounting for insurance recoveries to cover 
losses sustained in a natural disaster? Also, what are the ad­
ditional considerations related to business interruption in­
surance recoveries?
5. What are the required disclosures regarding the impact of a 
natural disaster?
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To address these accounting considerations, the AICPA has is­
sued TPA No. 5400.05, “Accounting and Disclosures Guidance 
for Losses from Natural Disasters.” This guidance answers the 
above questions and can be obtained at www.aicpa.org/down- 
load/acctstd/Natural_disaster_TPA_5400.05.pdf
The guidance in TPA 5400.05 states that a natural disaster of a 
type that is reasonably expected to recur would not meet the con­
ditions of classifying the losses as “extraordinary” in the income 
statement. The magnitude of loss from a particular natural disas­
ter does not cause that disaster to be unusual in nature or unlikely 
to recur (the two conditions for an extraordinary item). As of the 
writing of this Alert, indications are that the Financial Accounting 
Standards Board (FASB) will conclude that losses from the hurri­
canes should not be classified as extraordinary. Readers should 
keep alert to any statements from the FASB on this matter.
As a future safeguard, manufacturers may want to consider creating 
and designing operational initiatives that may mitigate damages 
from these adverse events so that they may have the ability to re­
sume operations with minimal disruption. Some items that manu­
facturers may consider including in operational initiatives are:
1. Is there a periodic review of insurance coverage?
2. How and from where can temporary equipment and facil­
ities be obtained to keep operations up and running?
3. How can lost inventory be quickly replaced?
4. Where can inventory be maintained if  storage facilities are 
damaged?
5. Where would products be manufactured or business oper­
ations resume if  primary locations are destroyed?
6. Which employees perform which key functions?
7. How will the supply and value chain be affected?
8. Who are the key vendors, and are there alternatives?
9. How can customers be enticed to return?
10. How can reputation be restored?
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To address auditing considerations, the AICPA has issued the fol­
lowing TPAs. These TPAs can be obtained at www.aicpa.org/ 
members/div/auditstd/Recently_Issued_Technical_Practice_Aids.asp. 
Auditors whose clients are affected should follow the guidance in 
these TPAs, as appropriate:
• TPA 9070.05, “Consideration of Impact of Losses From Nat­
ural Disasters Occurring After Completion of Audit Field 
Work and Signing of the Auditor’s Report But Before Issuance 
of the Auditor’s Report and Related Financial Statements”
• TPA 8345.01, “Audit Considerations When Client Evi­
dence and Corroborating Evidence in Support of the Fi­
nancial Statements Has Been Destroyed by Fire, Flood, or 
Natural Disaster”
• TPA 8345.02, “Considerations When Audit Documentation 
Has Been Destroyed by Fire, Flood, or Natural Disaster”
In addition to the above, if  your manufacturing client is a SEC 
registrant, the SEC issued an order exempting auditors from cer­
tain rules to help assist their clients in the reconstruction of ac­
counting records.
Manufacturing registrants may look to their auditors for assis­
tance in the reconstruction of accounting records because of the 
auditor’s knowledge of their financial systems and records, but 
under Section 10A(g)(1) of the Securities Exchange Act (the Ex­
change Act) and Rule 2-01(c)(4)(i) of SEC Regulation S-X, audi­
tors are prohibited from providing bookkeeping or other services 
relating to the accounting records of the audit client. In Rule 2- 
01(c)(4)(i) of Regulation S-X, these prohibited services are de­
scribed as including “maintaining or preparing the audit client’s 
accounting records” or “preparing or originating source data un­
derlying the audit client’s financial statements.”
However, in light of the conditions in areas affected by Hurricane 
Katrina, the SEC believes that limited relief from these prohibi­
tions is warranted for those registrants and other persons who are 
required to comply with the independence requirements of the 
federal securities laws and the SEC’s rules and regulations.
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The SEC has ordered, pursuant to Section 36 of the Exchange Act, 
that independent CPAs engaged to provide audit services to regis­
trants and other persons required to comply with the indepen­
dence requirements of the federal securities laws and the SEC’s 
rules and regulations thereunder are exempt from the requirements 
of Section 10A(g)(1) of the Exchange Act and Rule 2-01(c)(4)(i) of 
Regulation S-X, when the conditions below are satisfied:
1. W ith respect to audit clients that are registrants, the ad­
dress of the registrant’s principal executive offices listed on 
the cover page of the most recent periodic report filed by 
the registrant on Form 10-Q, 10-QSB, 10-K, or 10-KSB is 
within one of the Presidential Disaster Areas.
2. W ith respect to audit clients other than registrants, the ad­
dress listed on the most recently filed schedule or form that 
the audit client had filed, or the address that the audit 
client would be required to list on any covered schedule or 
form required to be filed, is within one of the Presidential 
Disaster Areas.
3. Services provided by the auditor are limited to the recon­
struction of previously existing accounting records that 
were lost or destroyed as a result of Hurricane Katrina, and 
such services cease as soon as the client’s lost or destroyed 
records are reconstructed, its financial systems are fully op­
erational, and the client can effect an orderly and efficient 
transition to management or other service provider.
4. W ith respect to issuers, the services provided by the issuer’s 
auditor pursuant to this Order are subject to pre-approval 
by the issuer’s audit committee as required by Rule 
201(c)(7) of Regulation S-X.
Even though additional accounting, auditing, and regulatory 
guidance has been issued to assist you with your manufacturing 
engagements relating to unique situations, the impact of a disas­
ter may affect your client’s ability to continue as a going concern. 
Consider referring to the “Ability to Continue” portion of this 
section along with all of the above so that you may properly assess 
your manufacturer's recovery from disaster.
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Inventory
Valuation
Along with the various general concerns surrounding the testing 
of your manufacturing client’s inventory, current industry devel­
opments and regulations continue to emphasize valuation. Re­
cently, the CBP cited a manufacturer for negligence in 
accounting for the value of imported goods. The manufacturer 
used provisional pricing and failed to report an eventual true-up 
so that proper duty may be assessed. If a manufacturer is non- 
compliant when selling inventory subject to the new EU WEEE 
and RoHS directives, that inventory’s value will be substantially 
impaired. Since a lot of things can change numbers, but few 
things can change answers, it is imperative that you approach your 
engagement with the following professional standards in mind:
• AU sec. 326, Evidential Matter (AICPA, Professional Stan­
dards, vol. 1, and for audits conducted in accordance with 
PCAOB standards, AICPA, PCAOB Standards and Related 
Rules, AU sec. 326), provides the independent auditor with 
guidance on the third standard of fieldwork.
When obtaining evidential matter in support of financial state­
ment assertions, develop specific audit objectives in the light of 
those assertions. Consider specific circumstances of the manufac­
turer, the nature of its economic activity, and the accounting 
practices unique to its industry. Assertions are representations by 
management that are embodied in financial statement compo­
nents. They can be either explicit or implicit. These assertions can 
be classified into five broad categories, and valuation or allocation 
is one of those categories. When performing your engagement, 
remain aware of the following objectives and suggested examples:
• Inventories are properly stated at lower of cost or market. 
Consider examining paid vendor invoices (see the red flag 
discussion below); test direct labor and overhead rates; and 
analyze standard cost variances.
• Slow-moving, excess, defective, and obsolete items have 
been properly identified. Consider examining the inven­
13
tory turnover analysis, review industry experience and 
trends; compare the relationships between inventory bal­
ances and anticipated sales volume, product returns; and 
test the appropriate provision for loss on disposal.
• When appropriate, inventories are reduced to replacement 
cost or net realizable value. Consider examining sales after 
year-end and open purchase order commitments.
When examining vendor invoices, consider the following poten­
tial red flags:
• Do the invoices have valid taxpayer identification numbers?
• Do the invoices contain post office addresses, or do the ad­
dresses match the addresses of employees?
• Do the invoices contain telephone numbers?
• Were the invoices created by Excel generated templates?
• Are the invoices without fold marks or creases?
• Are the invoices for even dollar amounts? Are the invoices’ 
descriptions unspecified or vaguely defined?
Accounting
When performing your engagement, consider the applicability of 
the following new guidance:
• FASB Statement No. 153, Exchange o f  N onmonetary 
Assets—an amendment o f  APB Opinion No. 29, to eliminate 
the exception for nonmonetary exchanges of similar pro­
ductive assets, and replace it with a general exception for 
exchanges of nonmonetary assets that do not have com­
mercial substance.
• FASB Emerging Issues Task Force (EITF) Issue No. 04-13, 
“Accounting for Purchases and Sales of Inventory with the 
Same Counterparty,” to determine whether management has 
complied with the requirements of EITF Issue No. 04-13. In 
addition, the SEC staff has issued letters to certain regis­
trants on the accounting, presentation, and disclosure of
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buy/sell transactions. An example of the letter is posted on 
the SEC’s Web site at www.sec.gov/divisions/corpfin/ 
guidance/oilgas021105.htm.
Complying With Rules and Regulations
In the “Current Economic and Industry Developments” and 
“Regulatory and Legislative Issues” sections of this Alert, several 
new regulations have been released that may directly affect your 
manufacturing client. You should consider how the following 
may affect your manufacturing client engagements.
Depending upon your client’s financial condition and/or the 
condition of their customers, the Bankruptcy Abuse Prevention 
and Consumer Protection Act may need to be taken into consid­
eration when performing your engagement.
If your manufacturing client has not put into place the proper 
safeguards to protect consumer information, they may not be in 
compliance with the FACTA. Not including attorney fees and 
other legal ramifications, the FACTA carries federal and state 
fines per violation. Along with potential internal control weak­
nesses, you may need to access the direct and possibly material 
monetary effect noncompliance may have on the determination 
of financial statement amounts and disclosures.
If your manufacturing client is conducting business globally, they 
will also need to be in global compliance with rules and regula­
tions. Determining which rules and regulations to follow when 
conducting business beyond U.S. borders may be very challeng­
ing. Recently, the EU has issued two environmentally friendly 
product directives. Along with business interruption, noncompli­
ance with the WEEE and RoHS will cause your manufacturer to 
incur fines and penalties. Although some manufacturers find 
conducting business in and with China to be lucrative, determin­
ing and complying with local rules and regulations have been dif­
ficult. You may need to access the direct and possibly material 
monetary effect noncompliance may have on the determination 
of financial statement amounts and disclosures.
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Manufacturers must also monitor domestic compliance with the 
CBP. Recently, the CBP imposed penalties of several million dol­
lars for noncompliance with regulation. Along with need to ac­
cess commitment to trade compliance, you may also need to 
access the direct and possibly material monetary effect noncom­
pliance may have on the determination of financial statement 
amounts and disclosures.
Although the ultimate responsibility for compliance with laws 
and regulations rests w ith the m anagement of the m anufac­
turer, nonetheless you should be aware of the possibility that il­
legal acts could have a m aterial effect on the financial 
statements. (The term illega l acts refers to violations of laws or 
governmental regulations.)
W hen accessing your manufacturing client's compliance with 
rules and regulations, keep in mind your responsibilities under 
the following accounting and auditing guidance:
• FASB Statement No. 5, Accounting fo r  Contingencies
• AU sec. 319, Consideration o f  Internal Control in a Finan­
cia l Statem ent Audit, as amended (AICPA, Professional 
Standards, vol. 1, and for audits conducted in accordance 
with PCAOB standards, AICPA, PCAOB Standards and  
Related Rules, AU sec. 319)
• AU sec. 317, Illega l Acts by Clients (AICPA, Professional 
Standards, vol. 1) (This provides guidance on the nature 
and extent of the considerations the independent auditor 
should give to the possibility of illegal acts by clients.)
• AU sec. 337, Inquiry o f  a Client’s Lawyer Concerning Litiga­
tion, Claims, and  Assessments (AICPA, Professional Stan­
dards, vol. 1)
• AU sec. 316, Consideration o f  Fraud in a Financial State­
m ent Audit (AICPA, Professional Standards, vol. 1; and for 
audits conducted in accordance with PCAOB standards: 
AICPA, PCAOB Standards and Related Rules)
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A Manufacturer’s Ability to Continue
If a manufacturer has been affected by a natural disaster or subject 
to fines, penalties, and/or legal recourse, the ability to continue as 
a going concern may be questioned. In addition, noncompliance 
to rules and regulations may interrupt operations, accelerate debt 
covenants, create excess inventory, trigger product returns, pro­
duce costly design and machine changes, cause machinery obso­
lescence, and damage the brand name. AU section 341, The 
Auditor’s Consideration o f  an Entity’s Ability to Continue as a Going 
Concern (AICPA, Professional Standards, vol. 1, AU sec. 341), as 
amended, requires independent accountants to evaluate— as part 
of every financial statement audit—whether there is substantial 
doubt about the ability of the entity to continue as a going con­
cern for a reasonable period of time, not to exceed one year be­
yond the date of the financial statements being audited. The 
independent accountant’s evaluation of an entity’s ability to con­
tinue as a going concern may be one of the most complex and im­
portant portions of the audit.
Along with guidance previously mentioned in the Alert, keep in 
mind your responsibilities under the following when accessing 
your manufacturing client’s ability to continue as a going concern:
• AU sec. 311, P lanning and  Supervision  (AICPA, Profes­
sional Standards, v ol. 1)
• AU sec. 339, Audit D ocumentation  (AICPA, Professional 
Standards, vol. 1), for audits conducted under GAAS
• PCAOB Auditing Standard No. 3, Audit Documentation, 
(AICPA, PCAOB Standards and  Related Rules, AU Sec. 
339), for audits conducted under PCAOB standards
Manufacturing Trends
Managing the Manufacturing Merge
Business combinations involving manufacturers are becoming in­
creasingly common today. They may involve one manufacturer 
acquiring the equity interests or net assets of another or both 
manufacturers transferring their equity interests or net assets to a
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newly formed entity. If your manufacturing client is considering 
or has already participated in a business combination you may 
need to become re-familiarized with the relevant applicable ac­
counting guidance, some of which is listed below:
• FASB Statement No. 141, Business Combinations, and 
FASB Statement No. 142, Goodwill and  Other Intangible 
Assets, are the primary source of guidance relevant to merg­
ers and acquisitions.
• For SEC registrants, the SEC’s Codification of Staff Ac­
counting Bulletins, Topic 5(J): Push Down Basis o f  Ac­
coun tin g Required in Certain Limited Circumstances may 
also be applicable. In the FASB’s EITF Issue No. 86-9, IRC 
Section 338 and Push-Down Accounting, the EITF reached 
a consensus that such push-down accounting is not re­
quired for companies that are not SEC registrants
In addition to the above accounting guidance, consider the fol­
lowing questions when performing your engagement:
• W ill the business combination involve cash, debt, a stock 
issuance, or some combination thereof?
• W ill there be any nonrecurring, restructuring, and/or 
merger items, and if so, are they adequately reserved?
• W ill new intangibles be acquired and will the use of a spe­
cialist be needed for valuation testing?
• Does goodwill arise from the transaction?
• Does negative goodwill exist after removing certain non- 
current assets?
• Are there earnouts?
• Do excess and/or obsolete inventories exist, and if  so, are 
there adequate reserves?
There are additional risks associated with business combinations 
and you should keep in mind your professional responsibilities 
and refer to the following guidance:
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• AU sec. 319, Consideration o f  Internal Control in a Finan­
cia l Statement Audit (AICPA, Professional Standards, vol. 1) 
(Refer to this because manufacturers may alter standard 
control procedures, creating deficiencies in internal con­
trols by the elimination of employee positions in anticipa­
tion of or subsequent to the business combination, and for 
manufacturing registrants.)
• PCAOB Auditing Standard No. 2, An Audit o f  In ternal 
Control Over Financial Reporting Performed in Conjunction 
with an Audit o f  F inancia l Statements (AICPA, PCAOB 
Standards and Related Rules)
• AU sec. 316, Consideration o f  Fraud in a Financial State­
m ent Audit (AICPA, Professional Standards, vol. 1; and for 
audits conducted in accordance with PCAOB standards: 
AICPA, PCAOB Standards and Related Rules) (Refer to this 
because increased opportunities may arise due to the possi­
ble relaxing of internal controls.)
• AU sec. 380, Communication With Audit Committees 
(AICPA, Professional Standards, vol. 1), if  applicable (Some 
examples of the types of matters that should be reported to 
the audit committee include significant accounting poli­
cies, management’s judgments and accounting estimates, 
and significant audit adjustments.)
Other Manufacturing Considerations
Last year’s Alert discussed radio frequency identification (RFID), 
outsourcing, improper revenue recognition, general fraud consid­
erations, and factors to consider when testing manufacturing 
overhead. These topics are still viable and vital to your manufac­
turing engagement, and we suggest that you refer to last year’s 
Alert and the applicable authoritative guidance if  any of these 
topics apply to your manufacturing engagement.
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lew  Pronouncements and Other Related Guidance
Recent Auditing, Attestation, Quality Control Pronouncements, 
and Other Related Guidance
Presented below is a list of auditing, attestation, and related guid­
ance issued since the publication of last year’s Alert, For information 
on auditing and attestation standards, quality control standards, 
and related guidance that may have been issued subsequent to 
the writing of this Alert, please refer to the AICPA Web site at 
www.aicpa.org/members/div/auditstd/technic.htm and the PCAOB 
Web site at www.pcaobus.org (public company audits only).
You may also look for announcements of newly issued standards 
in the CPA Letter, Journal o f  Accountancy, and the quarterly elec­
tronic newsletter. In Our Opinion, issued by the AICPA’s Audit­
ing Standards team and available at www.aicpa.org/members/ 
div/auditstd/opinion/index.htm.
AICPA Auditing 
Interpretation No. 1 of 
AU section 328, A uditin g  
Fair Value M easurem en ts 
a n d  D isclosures 
AICPA Auditing 
Interpretation No. 1 of AU 
section 332, A uditin g  
D eriva tiv e Instrum ents, 
H edgin g A ctivities, a n d  
In vestm en ts in  S ecu rities 
(July 2005)
(Applicable to audits 
conducted in accordance 
with generally accepted 
auditing standards (GAAS))
AICPA Auditing 
Interpretation No. 1 of AU 
section 625, Reports on  th e 
A pplication o f  A ccoun tin g  
P rin cip les (January 2005) 
(Applicable to audits conducted 
in accordance with GAAS)
“Auditing Interests in Trusts Held by a Third-Party 
Trustee and Reported at Fair Value”
“Auditing Investments in Securities Where a 
Readily Determinable Fair Value Does Not Exist”
These Interpretations clarify that simply receiving a 
confirmation from a third party (including a 
trustee) does not in and of itself constitute adequate 
audit evidence with respect to the valuation assertion 
of interests in trusts or investments in securities. The 
Interpretations also reiterate the responsibility of 
management to institute accounting and financial 
reporting processes for the determination of fair 
value measurements. According to the Interpretations, 
if the auditor is unable to audit the existence or 
measurement of interests in investments in securities 
at the financial statement date, the auditor should 
consider whether that scope limitation requires the 
auditor to qualify his or her opinion or disclaim an opinion.
“Requirement to Consult With the Continuing 
Accountant”
This Interpretation provides guidance on how an 
“advisory accountant” can overcome the presumptive 
requirement to consult with a continuing accountant.
AICPA Auditing 
Interpretation No. 12 of AU 
section 623, Specia l R eports 
(amended January 2005) 
(Applicable to audits 
conducted in accordance 
with GAAS)
AICPA Auditing 
Interpretation No. 14 of AU 
section 623, Specia l R eports 
(amended January 2005) 
(Applicable to audits 
conducted in accordance 
with GAAS)
AICPA Auditing 
Interpretation No. 15 of AU 
section 623, S pecia l Reports 
(January 2005)
(Applicable to audits 
conducted in accordance 
with GAAS)
AICPA Attest Interpretation 
No. 6 of AT section 101, 
Attest E ngagem ents 
(December 2004) 
(Applicable to audits 
conducted in accordance 
with GAAS)
AICPA Technical Practice 
Aid 9070.05 
(August 2005) 
(nonauthoritative)
AICPA Technical Practice 
Aid 8345.01 
(September 2005) 
(nonauthoritative)
AICPA Technical Practice 
Aid 8345.02 
(September 2005) 
(nonauthoritative)
“Evaluation of the Appropriateness of Informative 
Disclosures in Insurance Enterprises’ Financial 
Statements Prepared on a Statutory Basis”
This Interpretation clarifies that financial statements 
prepared on a statutory basis are financial statements 
prepared on a comprehensive basis of accounting 
other than generally accepted accounting principles 
(GAAP) and provides general guidance on disclosures 
necessary for financial statements prepared on another 
comprehensive basis of accounting.
“Evaluating the Adequacy of Disclosure and 
Presentation in Financial Statements Prepared in 
Conformity With an Other Comprehensive Basis 
of Accounting (OCBOA)”
This Interpretation provides guidance on necessary 
disclosures for financial statements prepared on 
another comprehensive basis of accounting.
“Auditor Reports on Regulatory Accounting or 
Presentation When the Regulated Entity Distributes 
the Financial Statements to Parties Other Than the 
Regulatory Agency Either Voluntarily or Upon 
Specific Request”
This Interpretation provides illustrative language 
for an auditor’s report prepared on a regulatory 
basis of accounting prescribed by a regulatory 
agency, where the financial statements are not 
prepared solely for filing with that agency.
“Reporting on Attestation Engagements Performed 
in Accordance With Government Auditing Standards” 
This Interpretation provides illustrative language 
for an attestation report for engagements performed 
pursuant to generally accepted government 
auditing standards.
“Consideration of Impact of Losses From Natural 
Disasters Occurring After Completion of Audit 
Field Work and Signing of the Auditor’s Report 
But Before Issuance of the Auditor’s Report and 
Related Financial Statements ”
“Audit Considerations When Client Evidence and 
Corroborating Evidence in Support of the Financial 
Statements Has Been Destroyed by Fire, Flood, or 
Natural Disaster”
“Considerations When Audit Documentation Has 
Been Destroyed by Fire, Flood, or Natural Disaster”
(continued)
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AICPA Practice Alert 05-1 
(September 2005) 
(Nonauthoritative)
Public Company Accounting 
Oversight Board (PCAOB) 
Staff Questions and Answers 
(Various dates)
(Applicable to audits 
conducted in accordance 
with PCAOB standards)
AICPA Audit and 
Accounting Practice Aid 
(nonauthoritative)
AICPA Audit and 
Accounting Practice Aid 
(nonauthoritative)
AICPA Audit and 
Accounting Practice Aid 
(nonauthoritative)
AICPA Audit and 
Accounting Practice Aid 
(nonauthoritative)
Accounting Trends &
Techniques
(nonauthoritative)
A uditin g P rocedu res With R espect to Variable 
In terest Entities
The purpose of this Practice Alert is to provide 
guidance to auditors in planning and performing 
auditing procedures with respect to variable 
interest entities.
1. A uditin g In tern a l C ontrol ov er  F inancia l Reporting. 
The PCAOB has issued two sets of questions and 
answers in 2005 relating to the issuance of 
PCAOB No. 2, An A udit o f  In tern a l C on tro l O ver 
F inan cia l R eportin g P er fo rm ed  in C on jun ction  
With an  A udit o f  F inan cia l S ta tem en t: question 
37, and questions 38 through 55.
2. A ttest E ngagem ents R ega rd in g XBRL F inan cia l 
In form a tion  F urn ish ed  U nder th e XBRL Voluntary 
F inan cia l R eportin g P rogram  on th e Edgar System.
The A uditor’s G uide to U nderstand ing PCAOB 
A uditin g S tandard  No. 2
This publication walks an auditor through all the 
key requirements of PCAOB Auditing Standard 
No. 2 and provides insight and analysis on what 
those requirements mean.
SAS No. 70 Reports a n d  E mployee B en e fit  P lans 
This publication provides guidance on the use of 
Statement on Auditing Standards (SAS) No. 70 
reports in audits performed in accordance with 
GAAS. In addition, this publication includes 
checklists and forms to help implement the guidance.
Illustrative Disclosures on D erivative Loan Commitments 
This Practice Aid provides illustrations of disclosures 
of derivative loan commitments in accordance with 
the reporting and disclosure guidance cited in SEC 
Staff Accounting Bulletin No. 105, A pplication o f  
A ccoun tin g P rin cip les to Loan C om m itm ents.
A uditin g R ecip ien ts o f  F edera l Awards: P ra ctica l 
Guidance f o r  Applying 0MB Circular A-133, third edition 
This new edition covers the 2003 revision to 
Government Auditing Standards. It includes a 
CD-ROM containing detailed programs and 
checklists to assist in the audits of entities that 
receive federal assistance.
E mployee B en e fit  P lans
This publication provides extensive illustrative 
financial statements and note disclosures for 
employee benefit plans.
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Guidance on Management 
Override of Internal 
Controls
(nonauthoritative)
M anagem en t O verrid e o f  In tern a l C ontrols: The 
Achilles H eel o f  F raud P reven tion— The A udit 
C om m ittee a n d  O versigh t o f  F in an cia l R eportin g  
This guidance is available through the AICPA 
Audit Committee Effectiveness Center at 
www.aicpa.org/audcommctr (go to “Spotlight Area”).
As necessary, auditors should obtain and understand the com­
plete text of the applicable standards and other guidance, and 
visit the applicable Web site for complete information.
Auditing Standards Available on AiCPA and PCAOB Web Sites
The standards and interpretations promulgated by the AICPA 
Auditing Standards Board (ASB) are available free of charge by 
visiting the AICPA Audit and Attest Standards Team’s page at 
W W W .aicpa.org/members/div/auditstd/Auth_Lit_for_NonIssuers.htm. 
Members and nonmembers alike can download the auditing, 
attestation, and quality control standards by either choosing a 
section of the codification or an individual statement number. 
You can also obtain copies of AICPA standards and other guid­
ance by contacting the AICPA at (888) 777-7077 or online at 
www.cpa2biz.com.
Also, the PCAOB has published its interim standards for audits 
of public companies on their Web site (www.pcaobus.org).
Recent Accounting Pronouncements and Other Related Guidance
Presented below is a list of accounting pronouncements and 
other guidance issued since the publication of last year’s Alert. 
For information on accounting standards issued subsequent to 
the writing of this Alert, please refer to the AICPA Web site at 
www.aicpa.org, and the FASB Web site at www.fasb.org. You may 
also look for announcements of newly issued standards in the 
CPA Letter and Journal o f  Accountancy.
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Financial Accounting 
Standards Board (FASB) 
Statement of Financial 
Accounting Standards No. 152 
(December 2004)
FASB Statement No. 153 
(December 2004)
FASB Statement No. 123(R) 
(December 2004)
FASB Statement No. 154 
(May 2005)
A ccounting f o r  Real Estate Time-Sharing Transactions— 
an  a m en dm en t o f  FASB S tatem ents No. 6 6  a n d  67  
This Statement amends FASB Statement No. 66, 
A ccoun tin g f o r  Sales o f  R eal Estate, to reference the 
financial accounting and reporting guidance for 
real estate time-sharing transactions that is provided 
in AICPA Statement of Position (SOP) 04-2, 
A ccoun tin g f o r  R eal Estate T im e-Sharing Transactions. 
This Statement also amends FASB Statement No. 67, 
A ccoun tin g f o r  Costs a n d  In it ia l R en ta l O perations o f  
R eal Estate P rojects, to state that the guidance for 
(a) incidental operations and (h) costs incurred to sell 
real estate projects does not apply to real estate time­
sharing transactions. The accounting for those operations 
and costs is subject to the guidance in SOP 04-2.
Exchange o f  N onm oneta ry Assets—an am en d m en t o f  
APB O pin ion  No. 29
This Statement amends Accounting Principles 
Board (APB) Opinion No. 29, A ccoun tin g f o r  
N onm onetary Transactions, to eliminate the exception 
for nonmonetary exchanges of similar productive 
assets, and replaces it with a general exception for 
exchanges of nonmonetary assets that do not have 
commercial substance. A nonmonetary exchange 
has commercial substance if the future cash flows 
of the entity are expected to change significantly as 
a result of the exchange.
Share-Based P aym en t
This Statement is a revision of FASB Statement 
No. 123, A ccoun tin g f o r  Stock -Based C om pen sa tion ; 
it supersedes APB Opinion No. 25, A ccoun tin g f o r  
Stock Issu ed  to Employees, and its related implementation 
guidance. This Statement focuses primarily on 
accounting for transactions in which an entity 
obtains employee services in share-based payment 
transactions. It establishes standards for the 
accounting for transactions in which an entity 
exchanges its equity instruments for goods or services. 
It also addresses transactions in which an entity 
incurs liabilities in exchange for goods or services 
that are based on the fair value of the entity’s equity 
instruments or that may be settled by the issuance 
of those equity instruments.
A ccoun tin g Changes a n d  Error C orrections—a 
rep la cem en t o f  APB O pin ion  No. 20  a n d  FASB 
S ta tem en t No. 3
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FASB Interpretation No. 47 
(March 2005)
FASB EITF Issues 
(Various dates)
FASB Staff Positions 
(Various dates)
AICPA Statement of 
Position 05-1
AICPA Technical Practice 
Aid 1200.06-1200.15 
(February 2005) 
(Nonauthoritative)
AICPA Technical Practice 
Aid 5400.05 
(September 2005) 
(Nonauthoritative)
AICPA Technical Practice 
Aid 6930.09 
(August 2005) 
(Nonauthoritative)
AICPA Technical Practice 
Aid 6930.10 
(August 2005) 
(Nonauthoritative)
This Statement replaces APB Opinion No. 20, 
A ccoun tin g Changes, and FASB Statement No. 3, 
R eportin g A ccoun tin g Changes in  In ter im  F inan cia l 
Statem ents—an am en d m en t o f  APB O pin ion  No. 3, 
and changes the requirements for the accounting 
for and reporting of a change in accounting principle. 
This Statement applies to all voluntary changes in 
accounting principle. It also applies to changes 
required by an accounting pronouncement in the 
unusual instance that the pronouncement does not 
include specific transition provisions.
Accounting fo r  Conditional Asset Retirement Obligations— 
an in terp reta tion  o f  FASB S ta tem en t No. 143 
This Interpretation clarifies that conditional asset 
retirement obligations describe a legal obligation to 
perform an asset retirement activity in which the 
timing and/or method of settlement are 
conditional on a future event that may not be 
under the entity’s control.
Go to www.fasb.org/eitf/ for a complete list of 
EITF Issues.
Go to www.fasb.org/fasb_staff_positions/ for a 
complete list of FASB Staff Positions (FSPs). Some 
of the recently issued FSPs address issues relating to 
FASB Statements No. 143 and No. 150, among 
others, as well as to FASB Interpretation No. 46(R).
A ccoun tin g by In su ran ce Enterprises f o r  D eferred  
A cquisition Costs in  C onnection  With M od ifica tion s 
o r  Exchanges o f  In su ran ce C ontracts
“Accounting by Noninsurance Enterprises for 
Property and Casualty Insurance Arrangements 
That Limit Insurance Risk”
“Accounting and Disclosures Guidance for Losses 
from Natural Disasters—Nongovernmental Entities”
“Accounting and Disclosure Requirements for 
Single-Employer Employee Benefit Plans Related 
to the Medicare Prescription Drug, Improvement 
and Modernization Act of 2003”
“Accounting and Disclosure Requirements for 
Multiemployer Employee Benefit Plans Related to 
the Medicare Prescription Drug, Improvement and 
Modernization Act of 2003”
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Recent FASB EITF Issues and FSPs
The FASB is very active in issuing EITF Issues and FASB Staff 
Positions (FSPs). Auditors should visit the FASB Web site to stay 
abreast of these many issues and understand those accounting re­
quirements that may pertain to their client’s financial statements. 
Listed below are selected EITF Issues and FSPs that have been is­
sued recently and may have a broad interest.
E IT F  I s su e  o r  F SP T itle
EITF Issue No. 01-9 “Accounting for Consideration Given by a 
Vendor to a Customer (including a reseller of the 
vendor’s products)”
EITF Issue No. 03-1 “The Meaning of Other-Than-Temporary Impairment 
and its Application to Certain Investments”
EITF Issue No. 03-13 “Applying the Conditions in Paragraph 42 of FASB 
Statement No. 144 in Determining Whether to 
Report Discontinued Operations”
EITF Issue No. 04-1 “Accounting for Preexisting Relationships between the 
Parties to a Purchase Business Combination”
EITF Issue No. 04-5 “Investor’s Accounting for an Investment in a Limited 
Partnership When the Investor Is the Sole General 
Partner and the Limited Partners Have Certain Rights”
EITF Issue No. 04-10 “Determining Whether to Aggregate Operating 
Segments That Do Not Meet The Quantitative 
Thresholds”
EITF Issue No. 04-13 “Accounting for Purchases and Sales of Inventory with 
the Same Counterparty”
FSP 150-5 “Issuer’s Accounting under Statement 150 for 
Freestanding Warrants and Other Similar Instruments 
on Shares that are Redeemable”
FSP FIN 46(R)-5 “Implicit Variable Interests under FASB 
Interpretation No. 46(R)”
FSP APB 18-1 “Accounting by an Investor for its Proportionate Share 
of Accumulated Other Comprehensive Income of an 
Investee Accounted for under the Equity Method in 
Accordance with APB Opinion No. 18 upon a Loss of 
Significant Influence”
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Recent AICPA Independence and Ethics Pronouncements
The AICPA Independence and  Ethics Alert—2005/06  (product 
no. 022476kk) contains a complete update on new indepen­
dence and ethics pronouncements. This Alert can be obtained by 
calling the AICPA at (888) 777-7077 or going online at 
www.cpa2biz.com. Readers should obtain that Alert to be aware 
of independence and ethics matters that will affect their practice.
Recent SEC and PCAOB Developments
The AICPA SEC and  PCAOB Alert—2005/06 (product no. 
022496kk) contains a complete update on new SEC and PCAOB 
pronouncements and other issuances. This Alert can be obtained 
by calling the AICPA at (888) 777-7077 or going online at 
www.cpa2biz.com. Readers should obtain that Alert to be aware 
of SEC and PCAOB matters that may affect their engagements.
On the Horizon
Auditors should keep abreast of auditing and accounting devel­
opments and upcoming guidance that may affect their engage­
ments. You should check the appropriate standard-setting Web 
sites (listed below) for a complete picture of all accounting and 
auditing projects in progress. Presented below is brief informa­
tion about certain projects that are expected to result in final 
standards in the near future. Remember that exposure drafts are 
nonauthoritative and cannot be used as a basis for changing 
GAAP, or GAAS standards.
For an understanding of PCAOB auditing standards on the hori­
zon, refer to the AICPA SEC and PCAOB Alert—2005/06.
The following table lists the various standard-setting bodies’ Web 
sites, at which information may be obtained on outstanding expo­
sure drafts, and the complete text of the exposure drafts may be 
downloaded. These Web sites contain much more in-depth infor­
mation about proposed standards and other projects in the pipeline.
2 7
Standard-Setting Body
AICPA Auditing Standards Board 
(ASB) (Note that for audits of public 
companies, the Public Company 
Accounting Oversight Board 
(PCAOB) sets auditing standards.)
Public Company Accounting 
Oversight Board (PCAOB)
AICPA Accounting Standards 
Executive Committee (AcSEC)
Financial Accounting Standards 
Board (FASB)
Governmental Accounting 
Standards Board (GASB)
Professional Ethics Executive 
Committee (PEEC)
Web Site
www.aicpa.org/ members/div/auditstd/ 
drafts.htm
www.pcaobus.org
www.aicpa.org/ members/div/acctstd/ 
edo/index.htm
www.fasb.org
www.gasb.org
www.aicpa.org/ members/div/ethics/ 
index.htm
Help Desk— The AICPA’s standard-setting committees publish 
exposure drafts o f proposed professional standards exclusively 
on the AICPA Web site. The AICPA will notify interested par­
ties by e-mail about new exposure drafts. To be added to the no­
tification list for all AICPA exposure drafts, send your e-mail 
address to service@aicpa.org. Fill in the subject header field with 
“exposure draft e-mail list” to expedite your submission. Include 
your full name, mailing address and, i f  available, your member­
ship and subscriber number in the message.
Auditing Pipeiine— Nonpubiic Companies
Eight SASs Related to Audit Risk
In October 2005, the AICPA’s ASB voted to ballot eight SASs re­
lated to risk assessment. The ASB believes that the requirements 
and guidance provided in the SASs would result in a substantial 
change in audit practice and in more effective audits. The pri­
mary objective of the SASs is to enhance auditors’ application of 
the audit risk model in practice by requiring:
• More in-depth understanding of the entity and its envi­
ronment, including its internal control, to identify the 
risks of material misstatement in the financial statements 
and what the entity is doing to mitigate them.
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• More rigorous assessment of the risks of material misstate­
ment of the financial statements based on that understanding.
• Improved linkage between the assessed risks and the na­
ture, timing, and extent of audit procedures performed in 
response to those risks.
The eight SASs consist of:
• Amendment to “Due Professional Care in the Performance o f  
Work” o f  Statement on Auditing Standards No. 1, Codifica­
tion of Auditing Standards and Procedures
• A mendment to S tatem ent on A uditing Standards No. 95, 
Generally Accepted Auditing Standards
• Audit Evidence
• Audit Risk and Materiality in Conducting an Audit
• Planning and Supervision
• Understanding the Entity and Its Environment and Assessing 
the Risks o f  Material Misstatement
• Performing Audit Procedures in Response to Assessed Risks and  
Evaluating the Audit Evidence Obtained
• A mendment to S tatem ent on A uditing Standards No. 39, 
Audit Sampling
The SASs establish standards and provide guidance concerning 
the auditor’s assessment of the risks of material misstatement 
(whether caused by error or fraud) in a financial statement 
audit; and the design and performance of audit procedures 
whose nature, timing, and extent are responsive to the assessed 
risks. Additionally, the SASs establish standards and provide 
guidance on planning and supervision, the nature of audit evidence, 
and evaluating whether the audit evidence obtained affords a 
reasonable basis for an opinion regarding the financial statements 
under audit.
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Proposed SAS, Com m unication o f In tern al Control R elated  
M atters Noted in  an  A ud it
This proposed SAS will supersede SAS No. 60, Communication o f  
Internal Control Related Matters Noted in an Audit (AICPA, Profes­
sional Standards, vol. 1, AU sec. 325), and significantly strengthen 
the quality of auditor communications of such matters in audits 
of nonpublic companies. Readers should be alert for the issuance 
of a final standard in the second quarter of 2006.
SAS, A ud it D ocum entation
In October 2005, the ASB voted to issue a SAS on audit docu­
mentation that supersedes SAS No. 96 (AICPA, Professional Stan­
dards, vol. 1, AU sec. 339) and establishes standards and provides 
guidance to an auditor of a nonissuer on audit documentation for 
audits of financial statements or other financial information 
being reported. In developing this SAS, the ASB considered the 
documentation requirements of the PCAOB’s Auditing Standard 
No. 3, Audit Documentation; the International Auditing and As­
surance Standards Board’s exposure draft, ISA 230, Audit Docu­
mentation, issued in September 2004; suggestions received from 
the National Association of State Boards of Accountancy; and 
Government Auditing Standards issued by the Comptroller Gen­
eral of the United States.
In addition the SAS included amendments to SAS No. 1, Codifi­
cation o f  Auditing Standards and  Procedures (AICPA, Professional 
Standards, vol. 1, AU sec. 530.01 and .05, “Dating of the Inde­
pendent Auditor’s Report”). The amendments require that the 
auditor’s report not be dated earlier than the date on which the 
auditor has obtained sufficient competent audit evidence to sup­
port the opinion on the financial statements. Also included was 
an amendment to SAS No. 95, Generally Accepted Auditing Stan­
dards (AICPA, Professional Standards, vol. 1, AU sec. 150.05). 
This amendment adds a requirement for the auditor to docu­
ment his or her justification for a departure from the SASs in the 
working papers.
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SAS, D efining Professional Requirem ents in  Statem ents on 
A uditing Standards, and Statement on Standards for 
Attestation Engagements, D efining Professional Requirem ents 
in  Statem ents on Standards fo r A ttestation Engagements
In October 2005, the ASB voted to issue a SAS entitled Defining 
Professional Requirements in Statements on Auditing Standards and a 
Statement on Standards for Attestation Engagements (SSAE) enti­
tled Defining Professional Requirements in Statements on Standards 
fo r  Attestation Engagements. The SAS and SSAE define the termi­
nology the ASB will use to describe the degrees of responsibility 
that the requirements impose on the auditor or the practitioner.
Proposed Statement on Standards for Attestation 
Engagements, Reporting on an  E ntity’s In tern al Control Over 
Fin an c ia l Reporting
This proposed SSAE establishes standards and provides guidance 
to the practitioner who is engaged to issue or does issue an exam­
ination report on the effectiveness of an entity’s internal control 
over financial reporting (or on an assertion thereon). Specifically, 
guidance is provided regarding the following:
• Conditions that must be met for a practitioner to accept an 
engagement to examine the effectiveness of an entity’s in­
ternal control and the prohibition of acceptance of an en­
gagement to review such subject matter
• Engagements to examine the design and operating effec­
tiveness of an entity’s internal control
• Engagements to examine the design and operating effec­
tiveness of a portion of an entity’s internal control (for ex­
ample, internal control over financial reporting of an 
entity’s operating division or its accounts receivable)
• Engagements to examine only the suitability of design of 
an entity’s internal control (no assertion is made about the 
operating effectiveness of internal control
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• Engagements to examine the design and operating effec­
tiveness of an entity’s internal control based on criteria es­
tablished by a regulatory agency
Readers should be alert for the issuance of a final standard in the 
fourth quarter of 2005.
Amendment to SAS No. 69, The M ean ing  of Present Fairly in 
Conformity With Generally Accepted Accounting Principles, 
for Nongovernmental Entities
The ASB has issued an exposure draft introducing a proposed 
SAS entitled Amendment to Statement on Auditing Standards No. 
69, The Meaning of Present Fairly in Conformity With Generally 
A ccepted A ccounting Principles, f o r  N ongovernm enta l Entities. 
This proposed SAS, which applies only to nongovernmental enti­
ties, has been issued in response to the FASB’s proposed State­
ment of Financial Accounting Standards entitled The Hierarchy o f  
Generally A ccepted A ccounting Principles. The FASB proposal 
moves responsibility for the GAAP hierarchy for nongovernmen­
tal entities from the auditing literature (SAS No. 69) to the ac­
counting literature. The proposed SAS deletes the GAAP 
hierarchy for nongovernmental entities from SAS No. 69. The 
ASB decided to coordinate the provisions and effective date of 
this exposure draft with the FASB proposed statement, which can 
be obtained at www.fasb.org.
Accounting Pipeline
Proposed FASB Statement, The H ierarchy o f G enerally 
Accepted Accounting Principles
This proposed Statement would identify the sources of account­
ing principles and the framework for selecting the principles to be 
used in the preparation of financial statements of nongovernmen­
tal companies that are presented in conformity with U.S. GAAP 
(or the GAAP hierarchy). The GAAP hierarchy is currently pre­
sented in AICPA SAS No. 69. However, the FASB believes that 
the GAAP hierarchy should be directed specifically to companies 
because it is the company, not the auditor, who is responsible for
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selecting its accounting principles for financial statements. Ac­
cordingly, the FASB concluded that the GAAP hierarchy should 
reside in the accounting literature established by the FASB. The 
FASB decided to carry forward the GAAP hierarchy as set forth 
in SAS No. 69, subject to certain modifications. The proposed 
Statement would be effective for fiscal periods beginning after 
September 15, 2005. Readers should be alert for the issuance of a 
final Statement, which is expected at the end of 2005.
Proposed FASB Statements, Business Com binations, and 
Consolidated F in an c ia l Statem ents, Includ ing Accounting and 
Reporting o f N oncontrolling Interests in  Subsid iaries
In these proposed Statements, the FASB plans to revise the exist­
ing guidance on the application of the purchase method. The fol­
lowing are among the main proposals:
1. That all acquisitions of businesses be measured at the fair 
value of the business acquired.
2. That substantially all of the assets acquired and liabilities 
assumed of the acquired business be recognized and mea­
sured at their fair values at the acquisition date.
3. That entities that follow U.S. GAAP and international 
standards apply substantially the same accounting require­
ments for their business combinations.
Issuance of the exposure drafts on business combinations, pur­
chase method procedures, and noncontrolling interests is ex­
pected in m id-2005. The FASB’s goal is to issue the two final 
Standards in the fourth quarter of 2006. The target effective date 
for the two proposed Statements is for fiscal years beginning on 
or after December 15, 2006.
Proposed FASB Statements, Accounting fo r Transfers o f 
F in an c ia l Assets, Accounting fo r Serv icing o f F in an c ia l Assets, 
an d A ccounting fo r C ertain  H ybrid  F in an c ia l Instrum ents
The exposure draft, Accounting f o r  Transfers o f  Financial Assets, is a 
revision of a June 2003 exposure draft, Qualifying Special-Purpose 
Entities and Isolation o f  Transferred Assets, and would amend FASB
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Statement No. 140, Accounting fo r  Transfers and Servicing o f  Fi­
nancia l Assets and  Extinguishments o f  Liabilities. The proposed 
Statement seeks to (1) clearly specify the circumstances that re­
quire the use of a qualifying special-purpose entity (SPE) in order 
to derecognize all or a portion of financial assets, (2) provide ad­
ditional guidance on permitted activities of qualifying SPEs, (3) 
eliminate the prohibition on a qualifying SPE's ability to hold 
passive derivative financial instruments that pertain to beneficial 
interests held by a transferor, and (4) revise the initial measure­
ment of interests related to transferred financial assets held by a 
transferor. The effective dates associated with this proposed State­
ment vary; refer to the exposure draft for further information.
The exposure draft, Accounting f o r  S ervicing o f  Financial Assets, 
would also amend FASB Statement No. 140. The proposed 
Statement would (1) require all separately recognized servicing 
rights to be initially measured at fair value, if  practicable; (2) per­
mit an entity to choose between two measurement methods for 
each class of separately recognized servicing assets and liabilities; 
and (3) require additional disclosures for all separately recognized 
servicing rights. The proposed Statement would be effective for 
transactions occurring in the earlier of the first fiscal year begin­
ning after December 15, 2005, or fiscal years that begin during 
the fiscal quarter in which the Statement is issued.
The proposed Statement, Accounting fo r  Certain Hybrid Financial 
Instruments, would amend Statements No. 140 and No. 133, Ac­
counting fo r  Derivative Instruments and Hedging Activities. Specif­
ically, the proposed Statement would (1) permit fair value 
remeasurement for any hybrid financial instrument that contains 
an embedded derivative that otherwise would require bifurcation, 
(2) clarify which interest-only strips and principal-only strips are 
not subject to the requirements of FASB Statement No. 133, (3) 
establish a requirement to evaluate beneficial interests in securi­
tized financial assets to identify interests that are freestanding de­
rivatives or that are hybrid financial instruments that contain an 
embedded derivative requiring bifurcation, (4) clarify that con­
centrations of credit risk in the form of subordination are not em­
bedded derivatives, and (5) eliminate restrictions on a qualifying
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SPE’s ability to hold passive derivative financial instruments that 
pertain to beneficial interests that are themselves or that contain a 
derivative financial instrument. The proposed Statement would 
be effective after the earlier of fiscal years beginning after Decem­
ber 15, 2005, or fiscal years that begin during the fiscal quarter in 
which the Statement is issued.
Readers should be alert for the issuance of final Statements, 
which is expected in the first quarter of 2006. See the FASB Web 
site at www.fasb.org for complete information.
Proposed FASB Statement F a ir Value M easurem ents
In June 2004, the FASB published an exposure draft of a pro­
posed Statement, Fair Value Measurements, which seeks to es­
tablish a framework for measuring fair value that would apply 
broadly to financial and nonfinancial assets and liabilities, im ­
proving the consistency, comparability, and reliab ility of the 
measurements. The fair value framework would clarify the fair 
value measurement objective and its application under authori­
tative pronouncements that require fair value measurements. 
The exposure draft would replace any current guidance for 
measuring fair value in those pronouncements and would ex­
pand current disclosures. Readers should be alert for the is­
suance of a final Statement, which is expected in the fourth 
quarter of 2005. Refer to the FASB Web site at www.fasb.org 
for complete information.
Proposed FASB Statement E arnings p er Share—an  
am endm ent o f FASB Statem ent No. 128
This proposed Statement would amend the computations guid­
ance in FASB Statement No. 128, Earnings p er  Share, for calculat­
ing the number of incremental shares included in diluted shares 
when applying the Treasury stock method. Also, this proposed 
Statement would eliminate the provisions of FASB Statement No. 
128 that allow an entity to rebut the presumption that contracts 
with the option of settling in either cash or stock will be settled in 
stock. In addition, this proposed Statement would require that 
shares that will be issued upon conversion of a mandatorily con­
vertible security be included in the weighted-average number of
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ordinary shares outstanding used in computing basic earnings per 
share from the date when conversion becomes mandatory. Read­
ers should be alert for the issuance of a final Statement, which is 
expected to be released in the first quarter of 2006.
Proposed FASB Interpretation, Accounting fo r U ncertain  
Tax Positions
In Ju ly 2005, the FASB published an exposure draft of a pro­
posed Interpretation, A ccounting f o r  Uncertain Tax Positions, 
which seeks to reduce the significant diversity in practice associ­
ated with recognition and measurement in the accounting for 
income taxes. It would apply to all tax positions accounted for 
in accordance with FASB Statement No. 109, Accounting f o r  In­
com e Taxes. Specifically, the exposure draft requires that a tax po­
sition meet a “probable recognition threshold” for the benefit of 
the uncertain tax position to be recognized in the financial state­
ments. This threshold is to be met assuming that the tax author­
ities will examine the uncertain tax position. The exposure draft 
also contains guidance with respect to the measurement of the 
benefit that is recognized for an uncertain tax position, when 
that benefit should be derecognized, and other matters. The ef­
fective date of the proposed Interpretation would be as of the 
end of the first fiscal year ending after December 15, 2005. A 
final Interpretation is expected to be released in the first quarter 
o f  2006.
Proposed FASB EITF Issues
Numerous open issues are under deliberation by the EITF. Readers 
should visit the FASB Web site at www.fasb.org/eitf/agenda.shtml 
for complete information.
Proposed FASB Staff Positions
A number of proposed FASB Staff Positions are in progress ad­
dressing issues related to FASB Statements No. 13, No. 123(R), 
and No. 140, and FASB Interpretation No. 45. Readers should 
visit the FASB Web site at www.fasb.org/fasb_staff_positions/ 
proposed_fsp.shtml for complete information.
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Resource Central
Educational courses, Web sites, publications, and other resources 
available to practitioners
On the Bookshelf
The following publications deliver valuable guidance and practi­
cal assistance as potent tools to be used on your engagements:
Audit Guide, Auditing Derivative Instruments, Hedging Ac­
tivities, and Investments in Securities (product no. 012523kk)
Audit Guide, Auditing Revenue in Certain Industries (prod­
uct no. 012515kk)
Audit Guide, Audit Sampling (product no. 012530kk)
Audit Guide, Analytical Procedures (product no. 012554kk)
Audit Guide, Service Organizations: Applying No. 70, 
as Amended (product no. 012775kk)
Practice Aid, Auditing Estimates and  Other Soft Accounting 
Information (product no. 010010 kk)
Accounting Trends & Techniques—2005 (product no. 009897kk)
Practice Aid, Fraud D etection in a GAAS Audit: Revised 
Edition (product no. 006615kk)
A ud it an d  Accounting M an u a l
Audit and  A ccounting M anual (revised as of Ju ly 1, 2005) 
(product no. 005135kk) is a valuable nonauthoritative practice 
tool designed to provide assistance for audit, review, and compila­
tion engagements. It contains numerous practice aids, samples, 
and illustrations, including audit programs, auditor’s reports, 
checklists, engagement letters, management representation let­
ters, and confirmation letters.
AICPA’s reSOURCE Online
Get access— any time, anywhere— to the AICPA’s latest Profes­
sional Standards, Technical P ractice Aids, Audit and  A ccounting
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Guides, Audit Risk Alerts, and Accounting Trends & Techniques. To 
subscribe to this essential service, go to www.cpa2biz.com.
CD-ROMS
The AICPA is currently offering a CD-ROM product entitled 
reSOURCE: AICPA’s A ccounting and  A uditing Literature. This 
CD-ROM enables subscription access to the following AICPA 
Professional Literature products in a Windows format: Profes­
sional Standards, Technical Practice Aids, and Audit and Accounting 
Guides (available for purchase as a set that includes all Guides and 
the related Audit Risk Alerts, or as individual publications). This 
dynamic product allows you to purchase the specific titles you 
need and includes hypertext links to references within and be­
tween all products.
Continuing Professional Education
The AICPA has developed a number of continuing professional 
education (CPE) courses that are valuable to CPAs working in 
the manufacturing industry. Those courses include:
• AICPA’s Annual Accounting and Auditing Update Workshop 
(product no. 7 3 6 l8 1 k k  [text] and 187189 [DVD] or 
187089 [video]). Whether you are in industry or public 
practice, this course keeps you current and informed, and 
shows you how to apply the most recent standards.
• Information Security: Critical Guidance fo r  CPAs in Public 
Practice and Industry (product no. 732450kk). This course 
informs participants about security for systems developed 
with new technology and what part the assessment of risk 
plays in developing controls to secure these systems.
• SEC Reporting (product no. 736772kk [text] and 186753 
[video]). This course will help the practicing CPA and cor­
porate financial officer learn to apply SEC reporting re­
quirements. It clarifies the more important and difficult 
disclosure requirements.
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• Auditing Inventory [CD-ROM]. This course will help the 
practicing CPA efficiently audit inventories.
For a listing of additional courses available, please download the 
Fall/Winter 2005 AICPA CPE Catalog at media.cpa2biz.com/ 
Publications/05_fall_winter_FINAL.pdf. You can also check at 
www.cpa2biz.com/CPE/default.htm for availability of a more re­
cent catalog.
Online CPE
AICPA InfoBytes (product no. BYT-XXkk), offered exclusively 
through CPA2Biz.com, is AICPA’s flagship online learning prod­
uct. AICPA InfoBytes offers a free trial subscription to the entire 
product for up to 30 days. Divided into one- and two-credit 
courses that are available 24/7, AICPA InfoBytes offers hundreds 
of hours of learning in a wide variety of topics. To register or learn 
more, visit www.cpa2biz.com/infobytes.
AICPA Online and CPA2Biz
AICPA Online offers CPAs the unique opportunity to stay 
abreast of matters relevant to the CPA profession. AICPA Online 
informs you of developments in the accounting and auditing 
world as well as developments in congressional and political af­
fairs affecting CPAs. In addition, CPA2Biz.com offers all the lat­
est AICPA products, including the Audit Risk Alerts, Audit and 
Accounting Guides, the professional standards, and CPE courses. 
To learn more, visit www.aicpa.org.
Service Center Operations
To order AICPA products, receive information about AICPA activi­
ties, and find help on your membership questions, call AICPA Ser­
vice Center Operations at (888) 777-7077. The best times to call 
are 8:30 a.m. to 11:30 a.m. and 2:00 p.m. to 7:30 p.m., Eastern 
Standard Time. You can also order AICPA products from the Ser­
vice Center by facsimile at (800) 362-5066 or visit www. 
cpa2biz.com to obtain product information and place online orders.
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Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about 
accounting, auditing, attestation, compilation, and review ser­
vices. Call (888) 777-7077.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer in­
quiries concerning independence and other behavioral issues re­
lated to the application of the AICPA Code of Professional 
Conduct. Call (888) 777-7077.
Fax Hotline
The AICPA has a 24-hour fax system that enables interested per­
sons to obtain information that includes, for example, current 
AICPA comment letters, conference brochures and registration 
forms, CPE information, AcSEC actions, and legislative news. To 
access the hotline, dial (201) 938-3787 from a fax machine and 
follow the voice cues.
Service Center Operations
To order AICPA products, receive information about AICPA ac­
tivities, and find help on your membership questions, call the 
AICPA Service Center Operations at (888) 777-7077.
Web Sites
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services of­
fered by a number of organizations. Some of those organizations 
are listed in the table at the end of the Alert.
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This Audit Risk Alert replaces the M anufacturing Industry Devel­
opments—2004/05 Audit Risk Alert. The Alert is published annu­
ally. As you encounter audit or industry issues that you believe 
warrant discussion in next year’s Alert, please feel free to share 
them with us. Any other comments that you have about the Alert 
would also be appreciated. You may e-mail these comments to 
rrampulla@aicpa.org, or write to:
Renee Rampulla, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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